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The following analysis responds to your request for techni- 
cal advice dated July 24, 1987. 

Whether a trust, formed to exploit an oil lease, should be 
classified as an association taxable as a corporation under 1.R.C 
s 7701ta) (3)l/? 

Because   ---------- ------ ------- --- has associates, a business 
objective, co---------- --- -------------- free transferability of 
interests, and centralized management, the trust should be 
classified as an association under section 7701(a)(3). 

In   -----   ---------------- individual grantors formed   ----------
  ---- ------- ---- u------ ----- ----- of the State of Connecticut, ----------
------- --- -----
the trust. 

aggregate $  --------- ($  ------- each for   -- units) to 
The trustee, ------------- ----------- ------- p---- the 

$  --------- to   ----- ----- ---- ------------------ --------------- ----- in exchange 
fo-- ---- --l l-------

During   -----   ------- wells were drilling on the subject 
lease at an ------ed- ------ -f $  --------------- or $  ------------ for each 
of the   -- units. No income w---- ------------- in c------------- with the 
subject --ase in   ----- 

J./ Unless otherwise indicated, all section references are to the 
Internal Revenue Code in effect during the years at issue. 

    

    

  

      
        

      
  

    

    

    
  
    



Section 7701(a)(3) provides, “The term ‘corporation 
includes associations, joint stock companies, and insurance 
companies.” The Supreme Court fleshed out the meaning oft section 
7701(a) (3) in mv v. Commissianer , 296 U.S. 344 (1935) and 
its companion cases, v. c . . , 296 U.S. 362 
(1935),-E+g.&g v. e296 U-S), and Belverina 

Coleman, 296 U.S. 369 (1935). . Reg. 9 301.7701-1 
through -4 reflect the Supreme Court’s analysis and expand 
thereon. 

An association is a type of unincorporated organization that 
is taxed as a corporation.. If an organization has more corporate 
characteristics than non-corporate characteristics, it will be 
classified as an association taxable as a corporation for federal 
tax purposes, even if it is not incorporated under local law. 
m, supra; Treas. Reg. S 301.7701-2(a) (3). Corporations 
ordinarily have the following six characteristics: 

1. associates; 

2. an objective to carry on business and divide the gains 
therefrom; 

3. continuity of life: 

4. centralization of management: 

5. liability for corporate debts limited to corporate 
property; and 

6. free transferability of interests. 

Treas. Reg. 5 301.7701-2 (a) (1) ! 

To determine whether an organization more closely resembles 
a corporation than a trust or partnership, characteristics shared 
by both types of organizations must be ignored. Treas. Reg. 
S 301.7701-2(a) (3). Thus, since continuity of life, centraliza- 
tion of management, free transferability of interests, and 
limited liability are common to trusts and corporations, the 
determination of whether an organization which has these charac- 
teristics more closely resembles a corporation than a trust will 
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generally depend on whether the organization has associates’and a 
business objectiveJ/ ml w; Treas. Reg. S 301.7701- 
(2) (a) (2). Since associates and a business objective are common 
to partnerships and corporations , the determination of whether an 
organization which has these characteristics more closely 
resembles a corporation than.a partnership will depend onwhether 
the organization has continuity of life, centralization of 
management, free transferability of interests and limited 
liability. Treas. Reg. S 301.7701-2(a) (2). 

Again, organizations which federal tax law would classify as 
partnerships and corporations share the characteristics of 
associates and a business purpose. At least one of these two 
characteristics is absent in organizations which federal tax law 
would classify as a trust. Therefore, an organization which has 
associates and a business purpose will be taxable,either as a 
partnership or as a corporation under federal tax law. To 
determine the proper federal tax classification of   ---------- ------
  ------ ---- we will first determine whether the organi-------- -----
-------------- and a business purpose. If   ---------- ------ ------- --- does 
not possess both of these characteristics, ------ --- --- ---------- as 
a trust. If, however,   ---------- ------ ------- --- possesses associates 
and a business purpose, ------ --- ------- --- ------mine whether the 
organization will be treated as a partnership or as a corpora- 
tion, the Service examines the remaining four corporate charac- 
teristics (continuity of life, centralization of management, free 
transferability of interests and limited liability). a, 
  ------- --------- G.C.M. 33181, I-1560 (Feb. 4, 1966) (trust 
---------- --- ---------------- If the organization possesses a 
majority of the remaining four characteristics, then it is 
taxable as a corporation. Treas. Reg. S 301.7701-2(a) (3). 

1. &sociats 

The beneficiaries of   ---------- ------ ------- ---- voluntarily 
associated themselves by b------- ------ --- ----------al interest. 
Where trust beneficiaries do not freely associate together to 
form the trust (as in the case of the typical testamentary or 
inter vivos trust in which the beneficiaries are involuntarily 
associated together by the grantor) , associate status within the 
scope of Morrissev and Treas. Reg. S 301.7701-2 depends on 
whether or not the beneficiaries’ interests are freely trans- 
ferable and whether the beneficiaries have any control over the 
trust’s management. Where the interests of beneficiaries who 
have not voluntarily associated are not freely transferable and 

2/ Treas. Reg. S 301.7701-4 states general considerations for 
determining whether a trust more closely resembles a trust or a 
corporation and refers to Treas. Reg. S 301.7701-2 for a 
determination of the question in any particular case. 
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where the beneficiaries have 
the trust, the beneficiaries __ 

no control over the management of -. 
are not associates. lies Estate 

1 v. ~ 86 T.C. 1207, 1219-1221 (19861, n ir.l 
result 1987-24 I.R.B. i (where the beneficiaries acquired their 
interests by way of testamentary bequest, it was testator’s 
intent that the interests not be assigned or transfecred,~ and the 
beneficiaries as a class had no power to control trust opera- 
tions); EJ,.m Stroaltv Trust v. a, 76 T.C. 803, 
813-817 (1981), acg, 1981-2 C.B. 1 (where trust beneficiaries 
during the years at issue received their interests by gift, the 
interests were not freely transferable, and the beneficiaries 
could exert no significant influence over the trust’s opera- 
tions). Where, however, trust beneficiaries voluntarily assoc- 
iate to form the trust, the beneficiaries are associates. 
m, augr.a, at pp. 356-57. Thus, since the beneficiaries 
of   ---------- ------ ------- --- voluntarily associated themselves by 
buy---- ------ --- ------------- interest, the beneficiaries are 
associates. 

Parts I and III of the   ---------- ------ ------- --- agreement 
apparently authorize the trus-- --- ---------- --- ---- ---tivities 
necessary to exploit the oil lease commercially. A trust has a 
business objective where the trust instrument provides the 
authority to engage in business activity, regardless of whether 
or not the trust actually conducts business. s 

rt Associates, 296 U.S. 369, 373-74 (1935); Rev. 
Rul. 75-250, 1975-2 C.B. 503. Thus,   ---------- ------ ------- --- has a 
business objective. The division of ------------ ------------ -----
trustee and the operator in the   ---------- ------ ------- --- agreement 
has no effect on this analysis. ---- ------------------- v. Cm 

of the Citv of mYork, 122 F.2d 540 i (2d Cir., 
1941) (Trust instrument divided authority between depositor and 
trustee, with trustee receiving nominal powers and depositor 
operating investment trusts. Because trustee and d positor 

kf 
had 

no powers beyond those necessary to the preservatio of the 
trusts’ res, the trusts had no business purpose.) KLth 

r v. Ne, 122 F.2d 545 (2d Cir. 
1941) (Trust instrument divided authority between depositor and 
trustee, with trustee receiving nominal powers and depositor 
operating investment trusts. Because depositor had discretionary 
power to vary investments, the trusts had a business purpose.) 
and Julian No. 1 Svndicate v. , . Commlssloner , T.C.M. 1944-308 
(Trust instrument divided authority initially between institu- 

tional trustee and operator , with institutional trustee receiving 
nominal powers and operator operating oil lease trusts. Later, 
three managing trustees succeeded to the operator’s powers for 
the year in issue. Because operator had power to conduct 
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business operations, and managing trustees succeeded to this 
power, the trusts had a business purpose.). 

Because   ---------- ------ ------- --- has associates and a business 
purpose, the ---------------- --- ----- --xable as a trust. To deter- 
mine whether   ---------- ------ ------- --- is taxable as a corporation or 
whether, inste---- --- --- ---------- --- a partnership, we must examine 
the remaining four corporate characteristics. 

3. ContinuitzyofWft= 

Part V of the   ---------- ------ ------- --- agreement directs that 
.this trust may be ----------- --- ----- ----------- of all of the benefic- 
iaries hereunder and until such time shall remain in full force 
and effect as an irrevocable trust except as.,hereinafter pro- 
vided. ” Part VI of the agreement contemplates that the trust 
shall remain in existence “for so long as oil is produced on the 
leasehold estate in commercial paying quantities.” Treas. Reg. 
3 301.7701-2(b) provides in pertinent part: 

(1) An organization has continuity of life 
if the death, insanity, bankruptcy, retire- 
merit, resignation, or expulsion of any member 
will not cause a dissolution of the organixa- 
tion.... 

(2) For purposes of this paragraph, dissolu- 
tion of an organization means an alteration 
of the identity of an organization by reason 
.of a change in the relationship between its 
members as determined under local law.... 

(3) . . . [I]f the agreement expressly 
provides that the organization can be 
terminated by the will of any member, it is 
clear that the organization lacks continuity 
of life. However, if the agreement provides 
that the organization is to continue for a 
stated period or until the completion of a 
stated transaction, the organization has 
continuity of life if the effect of the 
agreement is that no member has the power to 
dissolve the organization in contravention of 
the agreement. Nevertheless, if notwith- 
standing such agreement, any member has the 
power under local law to dissolve the 
organization, the organization lacks con- 
tinuity of life. 

No beneficiary, acting individually, may terminate   ---------- ------
  ------ --- pursuant to the trust agreement. Thus, un------ ------------
------ ---- would allow a single beneficiary to terminate the 
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trust,   ---------- ------ ------- --- has continuity of life. We have 
found n-- ---------------- -------------s which support the proposition 
that one of several beneficiaries, acting alone, may terminate a 
trust. a, &i.JJ,s v. Travelers Trust Co.., 125 Conn. 
640, 7 A.2d 656 (1939) (“Termination is to be limited to cases 
where not only all the interests created have vested and the 
parties are sui juris and represented but also the design and 
object of the trust has been at least practically accom- 
plished.“); EPPSS v. Ga.ea& 132 Conn. 96, 42 A.2d 796, 799-800 
(1945) (Trust does not fail by death of one beneficiary. 
Majority vote needed to terminate trust.). Therefore,   ----------
  ---- ------- --- has continuity of 1ife.u 

* . 4. -of- 

The   ---------- ------ ------- --- agreement reposes.,managerial 
authority --- ----- ------------ ----reement, Part II) The agreement 
gives the beneficiaries the right at any time to remove the 
operator by vote of two-thirds of the beneficial interest and to 
designate a replacement operator by vote of the majority of the 
beneficial interests. (Agreement, Part I) Treas. Reg. 
5 301.7701-2(c) provides in pertinent part: 

of IQugaea. (1) An 
organization has centralized management if 
any person (or any group of persons which 
does not include all the members) has 
continuing exclusive authority to make the 
management decisions necessary to the conduct 
of the business for which the organization 
was formed.... 

(2) The persons who have such authority may, 
or may not, be members of the organization 
and may hold office as a result of a selec- 
tion by the members from time to time, or may 
be self-perpetuating in office.... 

(3) Centralized management means a concen- 
tration of continuing exclusive authority to 

ti w, 16A W. FLETCEER, CYCLOPEDIA OF THE LAW OF PRIVATE 
CORPORATIONS S 8266 (rev. vol. 1979) (“In a proper case and where 
the circumstances warrant it, a court may decree the dissolution 
of a business trust on behalf of the members, as where the 
consideration on which the trust agreement was executed fails; 
[footnote deleted] but dissolution and winding up will not be 
decreed where it is directly opposed to the plain terms and 
purposes of the trust agreement and there is no showing that the 
business can not be successfully continued as by a change in 
trustees.") 
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make independent business decisions on behalf 
of the organization which do not require 
ratification by members of such organization. 

Thus, since the operator of-  ---------- ------ ------- --- is ‘empowered 
to conduct all ..< operations ------ ----- ------ ------- -ll authority to 
conduct such operations . . . within his sole judgment and discre- 
tion...” (Agreement, Part II, l(A)),   ---------- ------ ------- --- has 
centralized management. 

5. Limited 

The   ---------- ------ ------- --- agreement.is silent on the 
question of ---------- ----- ------------ies’ liability for trust 
debts to the trust res.p/ We have found no Connecticut prece- 
dents which shed light on the subject of limited liability for 
trust beneficiaries. 16a W. FLETCHER, CYCLOPEDIA OF THE LAW OF 
PRIVATE CORPORATIONS (rev. vol. 1979) discusses the liability of 
business trust beneficiaries at S 8261. To ascertain whether or 
not beneficiaries of a business trust have limited liability, 
FLETCHER tells us to first determine “the legal nature or status 
of the relation created by the trust agreement, that is, whether 
it is a true trust or a partnership...” l.& The determination 
of “the legal nature or status of the relation created by the 
trust agreement” in turn depends on whether the trust articles 
vest the power of control in the trustees (organization treated 
as a trust under state law) or whether, instead, the trust 
articles place the power of control , either directly or indirect- 
ly, in the shareholders (organization treated as a partnership 
under state law). Id. at S 8230. Cases which FLETCHER cites to 
illustrate the preceding textual assertion indicate that where 
the trust agreement provides the beneficiary with the power to 
remove and replace the trustee , the organization is a partnership 
under state law. Since the   ---------- ------ ------- --- agreement 
provides trust beneficiaries ------ ----- --------- --- --move the 
operator and to designate a replacement operator, available state 
law precedent would generally treat   ---------- ------ ------- --- as a 
partnership.U Where “the trust agr---------- ---------- -- --------rship, 
the rights and obligations of the members as shareholders are 
those defined by the established rules of law applicable to 
ordinary partnerships [footnote omitted], and the members of the 

4./ Part II, l(B) of the agreement directs the operator to 
maintain liability insurance in amounts satisfactory for the 
protection of the beneficiaries. Thus, the agreement appears to 
contemplate that the beneficiaries will be personally liable for 
injury to person or property committed by the trust. 

r/ 16a W. FLETCHER, avp~a, at 99 8230 and 8261, cites no 
Connecticut cases. 
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members of the association are liable for its debts as in the 
case of partners generally. [footnote omitted]” ;Ld. at S 8261. 
Thus, following the analysis contained in 16a W. FLETCEER, 
beneficiaries of   ---------- ------ ------- --- appear to be personally 
liable for trust --------- -------- ------------ ------ ------- --- has contin- 
uity of life, centralizationof ------------------ ------ --- --scussed 
below, free transferability of interests, the absence of limited 
liability for trust debts is insignificant. 

6. Free Transferabilitv of Interests 

The   ---------- ------ ------- --- agreement gives the beneficiaries 
“the abso----- ------ --- --------- -heir interests,” but prohibits the 
beneficiaries from making a partial assignment without the 
consent of the grantor.d/ -(Agreement, Part II, lo) Treas. 
Reg. 6 301.7701-2(e) provides in pertinent part: 

* . Free Transferabllltv of Intereets . (1) An 
organization has the corporate charac- 
teristics of free transferability of inter- 
ests if each of its members or those members 
owning substantially all of the interest in 
the organization have the power, without the 
consent of other members, to substitute for 
themselves in the same organization a person 
who is not a member of the organization. In 
order for this power of substitution to exist 
in the corporate sense, the member must be 
able, without the consent of other members, 
to confer upon his substitute all the 
attributesof his interest in the organiza- 
tion. 

Each beneficiary of   ---------- ------ ------- --- may confer upon his/her 
transferee all the a----------- --- --------- interest in,the organ- 
ization, without first obtaining the consent of anyone else. 
Thus, beneficiaries of   ---------- ------ ------- --- have freely trans- 
ferable interests.v T------- ------- -- ---------------(e). onnecticut 
precedents shed no light on this subject. 

6/ The grantor appears to be the operator. (Agreement, Part I, 6/ The grantor appears to be the operator. (Agreement, Part I, 
3(b)) There is an ambiguity on the face of the agreement, 3(b)) There is an ambiguity on the face of the agreement, 
however, since the preamble and Part I, l(A) refer to multiple however, since the preamble and Part I, l(A) refer to multiple 
grantors, and Part I, l(B), grantors, and Part I, l(B), (C) and (D) refer to a single (C) and (D) refer to a single 
grantor. grantor. 

1/ m, 16A W. FLETCSER, avpra, at 6 0243 (It is the general 
rule that business trust shares are transferable). 

-8- 

  
    

  

  

  



In conclusion, since   ---------- ------ ------- --- has associates, a 
business purpose, continuity- --- -------------- --------lization of 
management and free transferability of interests, it is an 
association under section 7701(  - ----- ------- ----- ----- only 
substantive difference between ------------ ------ ------- --- and the oil 
lease trust in mc v. CQ&& 296 F.2d 365 (1935), is that 
  ---------- ------ ------- --- does not offer its beneficiaries limited 
------------- --------- under Morrissev and Treas. Reg. 
9 301.7701-2, an organization will’be taxed as a corporation if 
it has more corporate than non-corporate characteristics, the 
absence of limited liability in the   ---------- ------ ------- ---
agreement is not an important distincti---- ----

ROBERT P. RIJWS 

ITH M. WALL 
ior Technician Reviewer 

Tax Litigation Division 

8/ Cases involving the federal tax classification of oil lease 
trusts as associations are too numerous to list, and any discus- 
sion here would be repetitious. a, u, -ProPertiPs v, 
s, 143 F.2d 380 (5th Cir. 1944); Commissioner v. Npbo 
pil Co. Tru&, 126 F.2d 148 (10th Cir. 1942), Ce&j~ &, 317 
U.S. 636 (1942); vdnr ‘&ust v. * . Cm , 126 F.2d 
860 (5th Cir. 1942). 
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